This article examines the impact of the passage of the Second and Third Life and Non-Life European Insurance Directives on insurance firms located in 14 European Union countries, Norway, and Switzerland. The third directives have a wealth effect on the European insurance market, while the second directives do not. The Third Life Directive resulted in a wealth increase for the European insurance market, while the Third Non-Life Directive had a modest negative wealth effect. The wealth effects differ at both the country and firm level. The directives have differential impacts on firms depending on the firms' characteristics and those of the market they operated in prior to the directives. Regression results indicate that the second directives have impacted firms in protected markets negatively, especially those with higher debt and higher returns on assets. At the time of the third directives, insurance firms benefited, even those in previously protected markets, indicating that firms may have positioned themselves in preparation for the liberalization of the laws.
This paper assesses the impact of changes in the rules relating to cross-border expansions on the common stock values of European insurance companies. Specifically, it analyzes the effects of the passage of the Second and Third Life and Non-life Insurance Directives. It also examines factors that may affect the movement of stock returns as a result of the directives. Several hypotheses on the effect of market and firm characteristics on changes in stock values are tested, both at the country and firm levels.
Firm values might be affected by changed economic opportunities for insurance firms both within and outside their home countries. Some of the factors determining the potential impact on firms include firm financial characteristics such as firm size, firm performance and prospects, and market characteristics such as initial regulatory structure and market concentration.
The first and second directives, passed between 1973 and 1990, were intermediate steps. On June 18, 1992 the Council of European Communities passed the Third Non-Life Directive and on November 10, 1992 the Third Life Directive to create one single market for insurance services in Europe. The establishment of a so-called "single passport" provided for two major changes from the previous directives. First, insurance companies are able to offer their services through a branch office anywhere in the EU if they receive permission from the regulatory authority where their head office is based. Second, consumers in the EU are given the freedom to purchase insurance from any insurer based in the EU. Both third directives became effective July 1, 1994. The establishment of the so-called single passport for insurance activities in the EU has to be considered a major achievement, considering the differences that exist among the individual member countries in business regulation. 2 These include differences in minimum solvency standards, investment criteria, use of derivatives and reporting rules.
We find the third directives have a greater wealth effect than the second directives. The Third Life Directive resulted in a wealth increase for the European insurance market while the Third Non-Life Directive had a modest negative wealth effect. Since the wealth effects are found to differ at both the country and firm level, abnormal returns are regressed on hypothesized explanatory variables. Regression results indicate the second directive impacted firms in protected markets negatively, especially those with higher debt and higher returns on assets. At the time of the third directives firms benefited, even those in previously protected markets, indicating they may have positioned themselves in anticipation of liberalization of the laws. In drafting the directives, members of the planning committees of the EU had to choose between two alternative philosophies. They could impose a uniform regulatory structure for all countries, resulting in the offerings of similar products and coverage in each member country, or they could allow individual countries to set their own guidelines and permit non-domiciled firms to operate in their territory without any hindrance. The measures passed were a hybrid of the two frameworks. Member countries are not required to harmonize their individual standards except for some minimum guidelines. Each country has to allow branches of other member countries' firms to operate in their territory as long as the regulatory authority of the parent firm's domicile has issued authorization. The branch reports directly to the parent company regulatory authority, termed the domiciliary regulator, which is responsible for its solvency and not to the host country regulator, termed the non-domiciliary regulator. Firms are expected to follow all host member country guidelines as long as they are nondiscriminatory.
The second directives permit insurance products sold in one country to be sold in other countries, but it does not provide for the establishment of branch offices across country lines. The third directives allow for more market access in the following ways: 1. A major layer of bureaucracy is removed, the permission of the host member country or nondomiciliary regulator. As long as the firm satisfies the requirement of its own regulatory authorities, it is free to establish a branch in any of the EU countries.
2. Firms are now free to design and sell their own products without first having to disclose prices and benefits to host member countries. They are, however, required to make the pricing information available in detail to the policyholders of the host country.
3. Firms are able to use derivatives and other instruments freely as well as obtain hybrid forms of financing and issue subordinated debentures. These instruments can also be used to satisfy their capital requirements.
The appendix describes the second and third directives in greater detail.
The above changes will have different effects on insurance firms. In the case of the first change, the conflicts between domiciliary and non-domiciliary supervision have been documented by Klein (1995) . A non-domiciliary regulator is more interested in the service provided to the local community and is likely to align more with the policyholders. A domiciliary regulator, on the other hand, is more likely to align with the shareholders of the parent company. Although both are concerned with the solvency of the insurers, conflicting goals require that they coordinate their policies more closely if tensions are to be avoided. The firms most threatened are those that operate in highly regulated protected domestic markets.
The second major change, the ability to price new products without requiring approval from host member regulators, provides greater flexibility for firms planning to introduce new products in a market.
The advantages are more likely to accrue to firms with the ability to open cross-border branches.
Although all firms have to follow the local guidelines or laws that are imposed on all domestic firms, this provision does provide avenues for innovation. Again, this could be threatening to firms in markets protected by regulation that earned excess rents in fixed pricing regimes with no recourse for buyers to shop elsewhere for low cost substitutes. 3 The third change, the relaxation of the use of derivatives and other hedging instruments and of the ability to use alternative financing vehicles, provides significant benefits if firms are able to make use of these instruments. The impact of this change will be based on the expected ability of firms to use these instruments. The benefits of this change are likely to accrue to firms that have the financial strength and expertise to engage in such activities.
The countries having to comply with these new directives are the 12 members of the EU beginning in 1994. However, it was recognized that the seven members of the European Free Trade Association (EFTA), Austria, Sweden, Norway, Finland, Iceland, Switzerland and Liechtenstein would join the EU to form the European Economic Area. The EEA would allow the EFTA members to participate in the single market without having to take on the responsibilities of membership in the EU.
In May 1992, the countries agreed to form the EEA effective January 1, 1994. After a referendum failed 3 Some exceptions have been made to provide time for some countries to adjust to the new competition. For example, Denmark has retained a requirement that workers compensation, which is mandatory for all firms, be provided only by Danish firms until December 31, 1998 . In Spain (for life insurance until December 31, 1995 and non-life mass risks until December 31, 1996 , Portugal (for non-life mass risks until December 31, 1998 and life insurance until December 31, 1995) , and Greece (until December 3, 1998) , prior approval has to be obtained on policy details and technical provisions before new products can be introduced.
in December 1992, Switzerland opted out of the EEA. Subsequently, in 1995, three of the EFTA member countries, Austria, Sweden and Finland joined the EU.
With the EEA agreement EFTA countries were expected to participate in the single market and make provisions to provide freedom of movement in four sectors; goods, persons, services and capital.
The insurance directives fall under the agreement to offer freedom of movement to provide services. 4
The EFTA countries initially have to follow the guidelines of the first and second directives but they are expected to include in their laws the requirements of the third directives as soon as feasible.
As expected, the passages of the laws were always controversial, with some member countries reluctant and others more enthusiastic. Firms that enjoyed monopoly power in insulated markets were less enthusiastic than those that were competitive and already multinational. Unlike the U.S., there are no lobbying groups hired directly by vested groups such as shareholders or policyholders. The only groups that are consulted are usually quasi-government trade organizations that may have indirect links with member firms. The process is therefore more political and decisions are made at the governmental level. This is changing throughout the EU, with lobbying groups openly advocating their constituents' positions. Howell (1998a) examines the changing nature of insurance lobbying in Europe. Howell (1998b) examines the economic and political incentives leading to the creation of a single European market in financial services, in particular the Third Life Insurance Directive. Since the third directives were the eventual culmination of a series of negotiations and compromises, passage is considered a notable achievement.
Firms in one member country are now free to operate in another country as long as they receive permission from their own regulatory authorities.
The effects of both the second and third directives will differ by country depending on the differing degrees of regulation of the insurance market in each country and individual firm characteristics. 4 It should be noted that Austria, Finland and Sweden complied with most of the requirements by the end of 1994 while the three remaining EFTA countries passed regulations to conform with the requirements later; Iceland in July 1995 , Norway in October 1995 and Liechtenstein in March 1996 . The full implementation of the provisions continues to be debated even today as the Supervision Authority continues to find missing provisions and remind countries to pass laws to fulfill their obligations. For further information on the EEA, see http://secretariat.efta.int/library/legal/EEA/.
The final effect of the changes is an empirical issue. This paper provides preliminary evidence by examining the initial stock price reactions to the announcement of these changes. If markets are efficient they should be able to separate firms that benefit from those that are negatively affected by these directives.
III. Literature Review
It first must be determined whether the four events relating to the passage of the Second and Third Life and Non-Life Directives affected stock prices. Firms with cash flows expected to increase as a consequence of a directive should experience abnormal positive returns while those with decreasing cash flows should experience abnormal negative returns. Although we are unable to find a study seeking to examine the impact of the announcements of the directives on company stock returns, a paper commissioned by the EU to examine the effects of the single market initiatives on the insurance sector (European Commission, 1997a and 1997b) examines changes to market access, investment patterns, competition, premiums, market concentration and costs in the insurance industry between 1989 and 1995.
The study is broad in nature and concludes that changes have been slow. Although slow, many companies have changed strategies in preparation for a truly single market. For example, not much has changed to the traditional system of distribution-tied agents and brokers, but companies have strategically redefined distribution plans in expectations of changes to the distribution system. As of 1995 market concentration had not changed significantly. Larger companies have consolidated in their own markets. When crossborder consolidation does occur, acquisitions appear to be the preferred method of gaining market share. Dickinson (1996) attributes cross-border acquisitions to firms wanting to obtain local expertise such as language, commercial practices, legal systems, etc. to service clients' needs, and to quickly build a commercially viable operation. Although the European Commission reports (1997b) prices have not been harmonized as expected, nearly half the companies have or are planning to introduce Euro products, especially in the life insurance industry.
There is little in the empirical academic literature directly relating to the European insurance directives. Hess and Trauth (1998) hypothesize effects of the directives such as declining profit margins, lower insurance costs and product prices. They present descriptive numerical evidence on the major insurance markets consistent with several of their predictions. The empirical literature most relevant for our study examines the effects of the passage of Proposition 103 in California on the value of insurance company stocks. Just as in our study where we examine the effects of the passage of the European Insurance Directives, these studies analyze the effects of the passage of insurance legislation. In two earlier studies, Fields, Ghosh, Kidwell and Klein (1990) and Szewczyk and Varma (1990) find significantly negative abnormal returns due to passage of the proposition. Shelor and Cross (1990) with an expanded sample find a significant negative effect only for firms with a significant California exposure. In a later study, Grace, Rose and Karafiath (1995) examine the announcement of the passage of this legislation on 33 insurance and holding company stocks in the U.S. and find no abnormal returns on news of passage. Recently, Brockett, Chen, and Garven (1999) develop a new methodology that incorporates stochastic behavior of the market in order to measure the impact of the legislation. The study finds that only 4 of 22 firms had a significant negative stock price reaction, in contrast to most of the earlier studies.
IV. Data
The data for this study are obtained from several sources, with the majority being obtained from Datastream and Global Vantage. Datastream makes available daily stock price returns on firms trading on European exchanges. The returns are adjusted for dividends. The country indices, and EU market index are value-weighted and constructed by Datastream. For all four events daily returns of 210 trading days prior to the event window are required. Country index returns and 10-year government bond index returns are incorporated in the estimation of expected returns. Global Vantage provides balance sheet and income statement data for many of the firms in the sample.
The initial selection of the sample of European insurance firms yielded 165 firms from 16 countries. The firms were identified through a computer search of Datastream's database using its industrial classification of firms' primary activity which is used by the London Stock Exchange and based on the FTSE Actuaries system. Each country's exchange was searched for firms traded around the time of each of the four events. No stock return data was available for insurance firms in Luxembourg, Iceland and Liechtenstein during the time period of the events. The final list included firms from 15 of the EEA countries 5 as well as Switzerland. We include Switzerland even though it dropped out of the EEA because of the reciprocal arrangement it has with the European Union, including offering reciprocity services for establishing branch offices for non-life business. Finally, since the immediate impact of the directive is on primary insurance firms, we exclude reinsurance firms.
A problem associated with excess returns of individual firms is the likelihood of idiosyncratic (unsystematic) risk affecting the returns during the period surrounding the event date. One way to resolve this problem is to identify any news that is firm specific in the event window. If it is newsworthy enough to affect returns, the usual procedure is to drop the firm from the sample. Unfortunately, it is difficult to isolate such firm-specific news for European firms. Unlike the U.S., the prevalence of the financial press is absent in several of the countries. Indeed the dominant financial press for business news in Europe is still the English Financial Times and the Wall Street Journal. In order to minimize the problems of confounding events we used Lexis Nexus to search for any news during the event windows for every firm in the European press and the local country press. Translators were then used to translate the press in the local country language. The data requirements, the removal of reinsurance firms and removing firms with confounding events reduced the original sample size to between 97 and 142 firms for the June 22, 1988 and June 18, 1992 directives, respectively.
For firm specific data not available in Global Vantage, we use DataStream and Bloomberg to corroborate and fill in missing data. Both also provide data on the specialization of the firm, i.e. whether it specialized in life, non-life or offers both services. 6 Market data on firms' equity, denominated in dollars to standardize the market value of equity as a measure of firm size, are also obtained from Datastream. Finally several macro-variables such as regulatory intensity, market share of foreign firms, annual growth rate of insurance premiums and gross premiums as a percentage of gross domestic product are obtained from Dickinson (1993) and the PRS Group Inc.'s International Country Risk Guide (2001).
These macro-variables are available for select years and some are used for all four events.
V. Methodology and Hypotheses
The first part of the empirical analysis examines whether or not there is a wealth effect due to the directives. The wealth effect on the whole European community is tested. The wealth effects by country are also examined because we expect important differences by country. Similarly, firm level differences may be significant within countries. Hypotheses relating to wealth effects for firms, for the EU insurance industry as a whole and for individual countries are tested.
The next part of the empirical analysis tests specific hypotheses about the determinants of the wealth effects. Several macro and micro variables are selected to determine whether they can explain the differences in market reactions. For example, macro variables include regulatory intensity, market concentration and the growth of insurance spending in each country while micro variables include profitability, debt, size, and risk measures of each firm.
The methodology used to test for wealth effects is similar to that of Schipper and Thompson (1983) . Since asset returns for firms in the same industry measured over a common time period will be contemporaneously correlated, the residuals will not be identically and independently distributed. This violates one of the standard event study methodology's assumptions. The model has a system of equations that are simultaneously estimated so the entire variance-covariance matrix is utilized in the estimation of abnormal returns and in the testing of hypotheses. While this methodology uses more information, the clustering of the observations in time results in lower power in the testing of hypotheses.
Let each insurer j have a return-generating process given by: α j = an intercept coefficient.
β em, j = beta coefficient for security j's returns sensitivity to movements in European market returns.
β cm, j = beta coefficient for security j's returns sensitivity to movements in the firm's country market returns.
β ci, j = beta coefficient for security j's returns sensitivity to movements in the firm's country ten-year bond index returns.
µ jk = the K x 1 vector of event parameters measuring security j's returns sensitivity to regulatory change. These parameters represent the shift in mean excess return associated with the regulatory change. ε j = a T x 1 vector of error terms.
The use of the European market index and the individual country index is similar to a multivariate regression model, used by Cornett and Tehranian (1990) and Fenn and Cole (1994) . The use of the bond index is similar to that used in Wagster (1996) since financial institutions are highly sensitive to interest rate changes.
Under the null hypothesis that the regulatory changes have no impact on the security prices of active insurers (and thus their realized rates of return), the µ jk parameters are equal to zero. If the unconditional return-generating process conforms to the multivariate market pricing model, the α j parameter also equals zero under the null hypothesis. The hypotheses tested impose several crossequation restrictions that lead to a more complicated matrix of independent variables. The test procedures depart from traditional event studies that examine average or cumulative average "residuals" or forecast errors generated from a fair return-generating model such as the market model. The procedures used make efficient use of available data and make convenient and straightforward some analyses that would be more cumbersome under a residual analysis approach. The estimation procedure follows that of Zellner's (1962) seemingly unrelated regressions for the case of identical explanatory variables described by Theil (1971, p. 309) . Since the tests are joint across all J firms, efficient use of the data involves exploiting the cross-sectional covariances among the J firms through use of the estimated contemporaneous covariance matrix of residuals.
We test several hypotheses concerning the µ jk parameters. The first is that the sum (across the J firms) of the event parameters for a particular regulatory change is equal to zero, 
where k denotes a particular event date in the passage of EU insurance directives. A test of the sum of event parameters across firms is in the spirit of traditional event studies where analysis is performed on the cross-sectional sum or average residual from an unconditional return-generating process. The sum of the parameters reflects a total, sample-wide influence of the regulatory change, analogous to the portfolioor sample-wide abnormal return computed in many event studies. It allows for testing of the hypothesis that a change is a net wealth increasing or decreasing event for European insurance providers.
The second hypothesis we test is that the individual µ jk in each country sum to zero for all countries, during the time period of this study. Once Turkey and Poland had publicly traded equities which is after the time period of this study, these two countries were added by Datastream to the European market index.
where C i,j represents firm j in country i. This tests whether the event has a net wealth effect for the insurance industry within a country and whether or not any net wealth effects differ across countries.
The third hypothesis we test is that, for a particular regulatory change, all of the individual µ jk parameters across the sample of firms are equal to zero,
This test is more likely to reject the null hypothesis of no influence than the test on the sum of parameters if the regulatory change influenced only a few of the firms or influenced some firms positively and others negatively, thus canceling each other in the summation in equation (2).
The fourth hypothesis tested is whether all of the firms have the same excess return even if it is not equal to zero,
All of the tests are conveniently formulated as constraints on the values of coefficients. In the first case, the sum is constrained to be zero under the null hypothesis. In the second case, the sum of all firms within each country is constrained to be zero. In the third case, each coefficient is constrained to be zero under the null hypothesis. In the fourth case, each coefficient is constrained to be equal to each other. We test these hypotheses by calculating a chi-squared statistic for the constraints. Under the null hypothesis, and assuming normality of residuals, the statistic is distributed χ 2 (q), where q is the number of constraints being tested. In the case of the first hypothesis, the number of degrees of freedom is one, since only one constraint, governing the sum of coefficients, is being tested. In the case of the second hypothesis there are 16 degrees of freedom, one for each country (except for the Non-Life Second Directive and the longest event window for the third directives where there are 15 countries). For the third and fourth hypotheses, there are J degrees of freedom, one for each coefficient tested.
To determine the robustness of the results, the abnormal returns of three event windows are used, [-1,0] , [-7,0] , and [-15,0] . Becher (2000) shows that expanding the window can reduce the attenuation bias resulting from leakages of information prior to the formal announcements. If the results are consistent across all three measures, it increases the validity of the results. 8
The significance of the variables is also affected by the time frame of the study. The period marks the beginning of the liberalization of financial markets in Europe when the Big Bang of London eliminated fixed commissions in securities trading in 1986. This was followed by the signing of the Maastricht agreement in 1989 that paved the way for the formation of a single currency, signaling a new era in financial deregulation. Thereafter, a number of proposals were introduced to reform the financial services industry that culminated in several directives, including those in the insurance business. Thus, the post-1990 period marks a period when investors were more likely to view changes in cross-border rules with more credibility. Consequently, we expect market responses to be more significant for the Third Life and Non-Life Directives.
On average, we expect a larger effect from the non-life directives than from the life directives because the more standardized nature of non-life insurance makes it easier for companies to expand across borders. In addition, for the second and third directives the non-life directives were approved before the life directives. Consequently, there is reason to expect that the uncertainty related to the passage of the life directives may have been reduced substantially. As a result, stock price reactions for anticipated events might be insignificant. Finally, we expect a larger effect from the third directives than from the second directives because of the broader impact expected from the third directives.
The second stage of the analysis identifies factors to explain any differential impact across firms of the regulatory changes by regressing the estimated abnormal returns against firm-specific and marketspecific factors. There are two ways to examine this relationship. One is to isolate only those firms whose abnormal returns are statistically significant and to regress them against a set of independent variables.
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See also Brockett, Chen, and Garven (1999) for an alternative test that allows the data to determine the appropriate length of the event window.
The second is to regress all the estimated abnormal returns, statistically significant or not, against the independent factors. By and large, the literature has used the second method. This method assumes that the estimated signs of the abnormal returns, irrespective of their statistical significance, represent deviations of a fitted line that represents the true population fit.
The estimated regression is as follows:
The variables, defined below, are described in detail subsequently.
µ jk = Average abnormal return for firm j in event window k.
β is the beta estimated after the event and REG-E = Proxy for barriers to entry measured by an economic risk index of the country for the year, where zero is very high risk and 50 is very low risk.
REG-F = Proxy for barriers to entry measured by a financial risk index of the country for the year, where zero is very high risk and 50 is very low risk.
CR5
= Five-firm concentration ratio, measured as the sum of the gross life or non-life insurance premiums of the five largest firms as a percentage of total gross life or non-life premiums in the local country in 1992, respectively. 
RISK (Change in Systematic Risk):
In this paper we use a market based measure to consider a change in risk: a ratio of the estimated post-and pre-beta of the stock returns (
, / β β ) associated with the country's equity market index.
This study uses 200 days of returns prior to and after the event. We estimate betas using the European market index and individual country market indices for each of the four events. For each of the four events the mean and median of the betas using the European market index are insignificant across the entire sample. However, the market betas using the individual country indices results in significant means and medians at the 1% level for all four events. For example, for the Second Non-Life Directive the mean and median are 0.759 and 0.740, respectively. The standard deviation is 0.539, the minimum is -0.768 and the maximum is 1.902. The mean values for each country range from a high of 1.185 for Italy to a low of -0.054 for France. At the country level the mean is significant for 8 of the 13 countries. A stronger pattern exists for the other events, with 10 of 16 means of country level market betas being significant for the Second Life Directive and 11 of 16 means of country level market betas for both third directives. Due to the insignificance of the betas using the European market index and the significance of the country level betas, we use the country level betas in the estimation of a change in systematic risk,
ROA (Return on Assets):
Return on assets (ROA) is used as a proxy for profitability where ROA is measured as year-end net income over year-end total assets. The abnormal return should be positively related to those factors that indicate higher cash flows due to the directive or indicate a more favorable environment for taking advantage of opportunities arising from the directive. More profitable firms should be able to prosper with more open markets if profitability is due to being an effective competitor. However, it is also likely that firms that operate in highly regulated protected markets stand to lose their monopolistic or oligopolistic rents if the directives introduce competition into the market. Hess and Trauth (1998) find declining profit margins in the major European insurance markets as the Single European Market developed subsequent to the adoption of the third directives, particularly in highly regulated markets. If profitability prior to adoption of the directives is due to regulatory protection the coefficient is predicted to be negative. 9
DEBT (Debt Ratio):
The debt ratio is defined as year-end total debt over year-end total assets. The sign of the expected coefficient can be either positive or negative. If debt serves to limit the ability of managerial discretion and discipline managers to act in the interest of shareholders as suggested in agency theory (Jensen (1986) and Harris and Raviv (1988) ), the expected sign is positive. Several empirical studies on managerial entrenchment, corporate takeovers and stock issues for domestic markets have supported the positive benefits of debt (for example, Berger et al. (1997)). Alternatively, higher debt may increase agency conflicts between debtholders and shareholders by increasing incentives to take on riskier projects to transfer wealth from debtholders to shareholders (Myers and Majluf (1984) ). In both cases the predicted sign is positive. However, higher debt ratios increase the probability of bankruptcy and may also be indicative of a weaker financial structure for firms. Low capital may therefore inhibit a firm from expanding market share, and a negative coefficient is expected. Although we can generalize the hypothesis to European firms, the theoretical underpinnings and empirical research are still not fully resolved for foreign capital structures, as shown by Rajan and Zingales (1995) and Booth et al. (2001) .
SIZE (Market Value of Firm):
The size of the firm is measured as the market value of the firm's equity in U.S. dollars ten days prior to the event. Larger firms are hypothesized to benefit the most from the passage of the directives because they are likely to have the necessary resources to diversify abroad. These include access to cheaper sources of funds in the Euro-currency markets and the financial capacity to engage in crossborder acquisitions. Since some of the insurance business is deemed to be a local business, especially life insurance, a physical presence in the market is also expected to be very important. Only larger firms are capable of establishing their presence abroad in such markets, either by takeovers of existing businesses in foreign markets or starting de novo. An internal market study by the European Commission has already found evidence that larger firms prefer acquisitions as the preferred means of entry (European Commission, 1997a) . Alternatively, larger firms may have already expanded into foreign markets. The removal of barriers to entry may open these firms up to greater competition in which case a negative coefficient is predicted. Another reason for a negative coefficient is if the market value of the firm increased as a result of operating in a highly regulated and protected market and the removal of restrictions will increase competition.
MSHARE (Market Share):
The relative size of the firm is measured as market share, defined as SIZE divided by the total market capitalization of the stock market of the country, denominated in U.S. dollars ten days prior to the event. Firms that are relatively large in their countries may benefit more from passage of the various directives because they are the local country industry leader. Thus, they may be capable of more aggressive expansion across borders. Again, as with the SIZE variable if market share is gained through regulatory protection, the coefficient could be negative.
REG (Regulatory Intensity):
The positive expected relation between ROA, MSHARE and abnormal returns hypothesized earlier may not hold if the firms are generating the excess rents (profits) because of some monopolistic power. The passage of the directives is expected to level the playing field among firms and reduce any monopolistic power. Regulatory constraints can lead to monopoly power, especially by preventing free entry of new firms. 10 Consequently, a regulatory intensity (REG) term for each country is included in the equation. We divide the sample into firms in heavily regulated countries and those in less heavily regulated countries by introducing a regulatory dummy variable as an independent variable.
A measure of regulatory intensity for the 12 different countries is obtained from Dickinson (1993) who uses the measures from Farny (1989) added to the heavily regulated group while Switzerland is put in the less regulated category. Firms in more highly regulated markets should have more to lose from greater entry due to eased regulation. Thus, the expected coefficient is negative. The same ranking is applied for all four events due to a lack of data availability.
REG-E (Economic Risk) and REG-F (Financial Risk)
Regulatory intensity provides a measure of ease of entry for companies to expand into other countries. Local regulatory and political structure in a country can effectively restrict firms from entering a country. Equally important variables in barring entry are the economic and financial risk associated with each country.
We use two variables as measures of economic and financial risks for proxies of barriers to entry for each country in the sample. They serve as complementary variables to the regulatory intensity variable REG. The data are obtained from The Political Risk Services Group, Inc. (PRS) that estimates historical measures of economic and financial risk of countries.
PRS defines the variables as a "means of assessing a country's current economic strengths and weaknesses. In general, where strengths outweigh weaknesses, a country will show low risk and where weaknesses outweigh strengths, the economic risk will be high."
The ratios used for estimating economic risk include gross domestic product (GDP) per head of the population, real annual GDP growth, annual inflation rate, budget balance as a percentage of GDP, and current account balance as a percentage of GDP. The ratios used for estimating financial risk include foreign debt as a percentage of GDP, foreign debt service as a percentage of exports of goods and services (XGS), current account as a percentage of XGS, net liquidity as months of import cover, and exchange rate stability. For both variables, a rating of zero represents very high risk and 50 very low risk. Insurance companies in countries with low economic and financial risks could benefit more from expansion possibilities assuming that the financial and economic environment in which they have developed has resulted in stronger and more competitive firms. In this case a positive coefficient would be predicted. 
CR5 (Industry Concentration):
Another measure of the monopoly power enjoyed by firms in a country is given by the concentration measure CR5, which represents the percentage share of the local market controlled by the five largest companies in the country. The CR5 measures for life and non-life firms are available in Comite Europeen des Assurances (1996) for 1992, measured by premium income. Once again, due to a lack of data availability, the same figure is used for all four events. The top three countries with the highest concentration in the non-life industry are Sweden (89%), Finland (82.7%) and Norway (82%) while the lowest three are Spain (18.3%), Denmark (23.5%) and the United Kingdom (28.6%). Similarly, the top three countries with the highest concentration in the life industry are Finland (98.7%), Norway (84.1%) and Switzerland (71.1%) while the lowest three are the United Kingdom (29.2%), Denmark (31.5%) and Spain (45.6%).
The traditional hypothesis states that firms in countries with the higher concentration should respond negatively to the announcement of the new directives because the firms may be vulnerable to new competition, especially from larger firms in other countries. On the other hand, firms in more concentrated markets may have become leading firms because of greater efficiency and thus may be in a better position to expand overseas as market entry is liberalized. Thus, the coefficient could be either positive or negative.
MSF (Market Share of Foreign Firms):
Another market variable available in Dickinson (1993) The passage of the directive should provide firms with a higher MSF with a competitive edge.
Therefore, a positive relation is predicted between MSF and abnormal returns. For the passage of the Second and Third Non-Life Directives (June 22, 1998 and June 18, 1992) only the market share of nonlife foreign firms is used in the regressions. Similarly, only the market share of life foreign firms is used for the passage of the Second and Third Life Directives (November 8, 1990 and November 10, 1992) .
GROWTH (Annual Real Growth in Insurance Spending):
The annual real growth measures the growth in spending on insurance premiums, adjusted for inflation. Countries that experience high growth have greater potential for expansion because it indicates the presence of greater discretionary income. It also suggests that firms in these markets are more likely to be mature and have the ability and sophistication to offer insurance products and services. The ability of firms from these countries to expand in other markets is higher. Although they also serve as attractive markets for entry, it is more than likely that the existing firms will engage in further expansion.
Therefore, a positive coefficient is expected for this variable.
The annual growth rate over the period [1985] [1986] [1987] [1988] [1989] [1990] is used in the regressions. The countries with the highest annual growth rate in non-life premiums are Spain (12.3%) and Ireland (9.9%) and in life premiums are Spain (51.2%) and Portugal (33.4%). The countries with the lowest annual growth rate in non-life premiums are Greece (1.9%) and France (2.4%) and in life premiums the lowest growth rate countries are Belgium (5.7%) and Norway (6.6%). The data, adjusted for inflation are obtained from Dickinson (1993) .
SPEND (Gross Premium Proportion):
Another variable on insurance spending is taken from Dickinson (1993) and is expressed as the gross premium as a percentage of GDP, for all 16 countries in 1990. In the non-life sector, the countries with the two highest gross premiums are the Netherlands (3.9%) and Ireland (3.83%) and the lowest two are Italy (1.95%) and Finland (2.12%). In the life sector, the countries with the two highest gross premiums are the United Kingdom (6.24%) and Ireland (5.62%) and the lowest two are Italy and Greece (both at 0.66%).
The measure provides an estimate of the likely growth of the market available to all firms in the EU. The larger the percentage of insurance premiums, the more saturated the market and the greater the need to establish offices abroad. Also, the countries with higher levels of insurance are likely to have more sophisticated firms that are better able to expand abroad. On the other hand, less saturated markets may be more desirable for entry. Consequently, the hypothesis predicts a positive or a negative coefficient.
SPEC (Specialization):
A 
VI. Empirical Results
The first question addresses whether or not there are any wealth effects associated with the passage of the directives. The second question addresses whether the wealth effects, if any, are more pronounced at the country or firm level in order to determine the appropriate economic unit to use in the regression analyses. Two hypotheses are tested to answer the first question. The first hypothesis, H 0 1 ( ), tests whether the sum of the abnormal returns across all firms sum to zero. The second hypothesis, Tables 2 and 3. [Insert Tables 2 and 3 ] We also tested whether the wealth effects in the two non-EU countries, Norway and Switzerland, were different from the effects in the EU countries. Our tests indicate there is no statistically significant difference in wealth effects between these two countries and the other countries.
In sum, at the country level, the Second Non-Life Directive seems to have little impact, while the in member countries is more important than the ability to offer services in member countries. Third, the life directives had more impact than the non-life directives.
To identify factors that may determine the differences in the wealth effects across firms, regressions following equation (6) The results are considered to be robust if the coefficients are of the same sign and statistically significant in two or more regressions.
[Insert Tables 4, 5 and 6] Panel A of Table 4 shows four variables are significant in explaining the abnormal returns for the passage of the Second Non-Life Directive on June 18, 1988. RISK is consistently positive and significant at the 5% level in all three regressions indicating firms with higher abnormal returns experienced an increase in their systematic risk. ROA is significantly negative at the 10% level for one of the regressions, indicating that firms with larger returns are affected negatively by the passage of the law. This result is consistent with expectations if these firms operate in regulated markets. The significantly negative REG supports the assertion that the more highly regulated and protected the markets, the lower the returns. The positive REG-F, significant at the 5% level, is also consistent with expectations that firms operating in low financial risk environments are affected positively by the passage of the law.
Regression results for the [-7 ,0] and [-15,0] event day windows are presented in Panels A in
Tables 5 and 6. The RISK coefficient is significantly positive at the 10% level and the ROA negative at the 5% level in Table 5 consistent with the results in Table 4 . ROA is again significantly negative at the 5% level in Table 6 . In addition, the industry concentration, CR5, is significantly negative at the 5% level in one of the regressions in Table 6 supporting the hypothesis that firms in protected markets experience negative abnormal returns. The SPEC variable is negative and significant at the 10% level for one regression, indicating that specialized firms are more negatively affected than are diversified firms.
Overall, the Second Non-Life Directive appears to have impacted negatively on firms operating in protected environments experiencing higher volatility in the post-event period.
The regression results for the Second Life Directive passed on November 8, 1990 have fewer significant coefficients. The passage of the Non-Life Directive increased the probability of the passage of the Life Directive. Only the REG coefficient in Table 4 is significant at the 5% level and consistent with expectations. The more regulated the market, the more protected the industry is likely to be and thus vulnerable to competition when the markets open. REG-F in Table 5 is significantly negative at the 5% level consistent with the lower the risk of the market the more likely it will be attractive to foreign competitors. Tables 5 and 6 using wider windows show significance for a few more variables. DEBT for the [-15,0] window is significantly negative at the 10% level for three regressions. This suggests that more highly leveraged firms are less likely to benefit from the passage of the law consistent with a weaker financial structure inhibiting a firm from expanding. GROWTH has a significant negative coefficient at the 5% level in two regressions in Table 5 and one regression in Table 6 at the 10% level. This is consistent with an expectation that firms in countries with high growth in insurance spending will face severe competition resulting in a potential for market share to be eroded. SPEND is significantly positive at the 5% level in Table 6 consistent with firms in more saturated markets expected to benefit by having new markets to compete in.
One variable that is significant and has different signs is that of MSF (market share of foreign firms). It is negative for the non-life (Table 6 ) but positive for the life directive (Table 5 ). One explanation for the difference is the localized nature of the life insurance business. If foreign life insurance firms have already established a presence it is more than likely they have penetrated the local markets, exposing local firms to competition. Local firms should then expect to benefit from the passage of the directive. On the other hand, non-life insurance firms may benefit less than life insurance firms because of the standardized nature of the products.
Overall, we conclude from Panel A of all three tables that the passage of the Second Non-Life and Life Directives affected firms negatively in concentrated or protected markets (CR5) and in more mature countries (GROWTH). The firms that were affected most negatively were those with high DEBT and a high ROA. With the exception of MSF, the factors explaining the abnormal returns are similar for both non-life and life firms.
Panel B of all three tables indicates that some reactions from the third directives are opposite to those of the second directives. Table 4 shows that both DEBT and GROWTH are positive and significant at the 1% and 5% level, respectively, in three regressions for the Third Non-Life Directive, passed on June 18, 1992. They are also significant in three regressions in Table 5 . Thus, firms with high DEBT or possibly more aggressive firms are expected to benefit from the passage of the law. Contrary to predictions, firms in countries with high growth rates in insurance spending (GROWTH) are expected to benefit. The positive coefficient for REG in Table 4 , significant at the 5% level, indicates firms in protected markets are expected to benefit from the passage, unlike the second directive. The REG variable is the same for all four events and was determined in the late 1980s. Thus, firms in markets considered highly regulated in the late 1980s may have positioned themselves to anticipate these changes unlike when the Second Non-Life Directive was passed. The negative coefficient for REG-F in Table 5 , significant at the 10% level, indicates that firms in less risky markets are expected to be harmed by new competition in their domestic market. SPEND is significantly negative at the 5% level in one regression in Table 4 . Thus, contrary to predictions, the more saturated the insurance market the worse the firm is expected to do. Interestingly, MSF is now significantly positive in one regression in Table 4 . The change in signs from negative to positive under the Second and Third Non-Life Directives suggests that firms in these markets may have become more competitive in those markets with a higher foreign presence.
The results for the third life directives, passed on November 10, 1992, also differ from the second life directives. Although Panel B from Table 4 shows only one significant coefficient, Panels B of Tables 5 and 6 using wider windows, show several significant coefficients for the Third Life Directive. REG and CR5 coefficients are both significantly positive confirming that firms in previously protected or concentrated markets are expected to benefit. GROWTH is significantly positive at the 10% level in one regression in Table 6 for the life directive in contrast to the negative coefficient observed for the second directive. SPEND is significantly positive in one regression in Table 5 and two regressions in Table 6 .
The significance is either 5% or 1%. The positive coefficients for the life directive may reflect the discretionary nature of expenditures on life insurance unlike the required purchase of non-life insurance.
The results of the above factors show similar responses for both the third non-life and life events.
However, the third life directive has a few more significant coefficients. These include a negative MSF coefficient in contrast to the positive MSF coefficient for the non-life directive. This result is puzzling since they are opposite to those found in the second directives. It is likely that foreign firms now pose a genuine threat to local firms both at home and in the host markets. SIZE is negative and significant at the 5% level in Table 6 . It may be that larger firms are already established in foreign markets, for example through acquisitions, and that the opening of the borders allows smaller firms to now become multinational competitors.
Overall, the results indicate the passage of the third directives had different effects than those of the second directives. First, the second directives impacted firms negatively in protected markets as defined in the late 1980s, but positively with the passage of the third directives. Second, non-life firms with higher DEBT and ROA were negatively affected by the second directives but positively affected by the third directives. Third, life insurance firms in countries experiencing high growth rates in insurance spending reacted negatively to the second directive but positively to the third directive. These results indicate that firms may have been repositioning themselves to take advantage of the third directives that eliminated the last barriers for entry and cross-border expansions.
A caveat is in order. As in most international studies, obtaining clean results is problematic. In addition, firm specific information is not always available for all the firms. In spite of this, there are quite a few significant coefficients in the regressions to provide some evidence of the explanatory importance of some of the factors.
VII. Conclusion

This paper examines the impact of the passage of the Second and Third Life and Non-Life
Directives on the stock returns of insurance firms located in fourteen European Union countries, Norway and Switzerland. The second directives allowed firms to offer the same services in all member countries while the third directives went a step further and created a single passport allowing firms to establish branches in other member countries with only the permission of their home regulators. Since many factors can affect stock prices, and even though we went to great effort to eliminate those firms that had confounding events, there are undoubtedly non-measured factors affecting the stock prices of the insurance firms. Despite this noise we are able to obtain some distinct conclusions. We find evidence that insurance companies' stock returns differ by country and by firm. We find that the non-life directives lead to some wealth reduction in the EU insurance industry as well as redistribution across countries and firms. The life directives lead to wealth enhancement of the European insurance industry. The wealth effects of the third directives are greater than that of the second directives and the life greater than the non-life directives.
Since we find strong evidence that the wealth effects differ across firms, we conduct tests to identify the factors affecting stock returns due to passage of the directives. Though some of the results are mixed, we generally find that firms operating in concentrated markets with more regulation, with higher leverage ratios, and in markets with higher growth have negative abnormal returns for the second directives. However, by the time of the third directives, firms in protected markets, with higher leverage and operating in markets with higher growth experienced positive abnormal returns. They provide evidence that the firms have managed to reposition themselves for the expected change in regulation.
Examining the expected effects of the passage of the insurance directives can help us understand and predict the future of the insurance industry in Europe as restrictions are removed. It may also provide hints as to what is likely to happen in other related industries such as banking. The framework of analysis developed here can be used to study the liberalization of other financial industries in Europe.
Although the focus of this paper is only on the impact of the passage of the directives, it is appropriate to comment on the impact of the directives since nearly a decade has elapsed since the passage of the last directive. The initial few years did not result in many cross-border mergers or expansions as expected by the market. Several reasons have been given including the recession, the Regression results of average abnormal returns using the event window of [-1,0] regressed on select macro and firmspecific variables. The regression variables are defined as follows: INT is the intercept; RISK is the 200-day post event beta divided by the 200-day pre-event beta; ROA is the year-end net income divided by year-end total assets; DEBT is the year-end total debt divided by year-end total assets; SIZE is the market value of equity denominated in U.S. dollars ten days prior to the event; MSHARE is SIZE divided by the market capitalization of insurance firms in the country; REG is a dummy variable assigned a value of one if the firm is classified as being in a country with extensive regulations and zero otherwise; REG-E and REG-F are proxies for the domestic country's economic and financial risk, respectively (0 is high risk and 50 low risk); CR5 is the five-firm concentration ratio of Non-life and Life firms; MSF is the market share held by foreign firms; GROWTH is the annual real growth of insurance spending between 1985-1990 adjusted for inflation; SPEND is the gross premiums divided by GDP; and SPEC is a dummy variable set equal to one if firms specialize in life or non-life. T-statistics appear in parentheses. a Panel A Regression results for the Second Non-Life and Life Insurance Directives. The Second Directive for Non-Life Insurance allowed insurance firms to have freer access to firms engaged in large risks. However, permission from the local country for mass risks may still be required as determined by the local country. The Second Directive for Life Insurance increased the leniency to insurance firms writing policies that were not actively sought (passive) while actively sought policies still required approval of the policy's terms and conditions by the local country.
Second Regression results of average abnormal returns using the event window of [-7,0] regressed on select macro and firm-specific variables. The regression variables are defined as follows: INT is the intercept; RISK is the 200-day post event beta divided by the 200-day pre-event beta; ROA is the year-end net income divided by year-end total assets; DEBT is the year-end total debt divided by year-end total assets; SIZE is the market value of equity denominated in U.S. dollars ten days prior to the event; MSHARE is SIZE divided by the market capitalization of insurance firms in the country; REG is a dummy variable assigned a value of one if the firm is classified as being in a country with extensive regulations and zero otherwise; REG-E and REG-F are proxies for the domestic country's economic and financial risk, respectively (0 is high risk and 50 low risk); CR5 is the five-firm concentration ratio of Non-life and Life firms; MSF is the market share held by foreign firms; GROWTH is the annual real growth of insurance spending between 1985-1990 adjusted for inflation; SPEND is the gross premiums divided by GDP; and SPEC is a dummy variable set equal to one if firms specialize in life or non-life. T-statistics appear in parentheses. a Panel A Regression results for the Second Non-Life and Life Insurance Directives. The Second Directive for Non-Life Insurance allowed insurance firms to have freer access to firms engaged in large risks. However, permission from the local country for mass risks may still be required as determined by the local country. The Second Directive for Life Insurance increased the leniency to insurance firms writing policies that were not actively sought (passive) while actively sought policies still required approval of the policy's terms and conditions by the local country.
Second a ***, **, and * indicate significance at the 1%, 5%, and 10% level, respectively. d The following variables had correlation coefficients exceeding 0.40 and statistically significant at the 5% level: MSHARE and SIZE, GROWTH and REG, SPEND and REG, SPEND and REG-E, SPEND and REG-F, and REG-E and REG-F. e The following variables had correlation coefficients exceeding 0.40 and statistically significant at the 5% level: MSHARE and SIZE, ROA and RISK, REG and REG-E, REG and SPEND, GROWTH and REG-E, GROWTH and REG-F, and REG-F and REG-E. Regression results of average abnormal returns using the event window of [-15,0] regressed on select macro and firm-specific variables. The regression variables are defined as follows: INT is the intercept; RISK is the 200-day post event beta divided by the 200-day pre-event beta; ROA is the year-end net income divided by year-end total assets; DEBT is the year-end total debt divided by year-end total assets; SIZE is the market value of equity denominated in U.S. dollars ten days prior to the event; MSHARE is SIZE divided by the market capitalization of insurance firms in the country; REG is a dummy variable assigned a value of one if the firm is classified as being in a country with extensive regulations and zero otherwise; REG-E and REG-F are proxies for the domestic country's economic and financial risk, respectively (0 is high risk and 50 low risk); CR5 is the five-firm concentration ratio of Non-life and Life firms; MSF is the market share held by foreign firms; GROWTH is the annual real growth of insurance spending between 1985-1990 adjusted for inflation; SPEND is the gross premiums divided by GDP; and SPEC is a dummy variable set equal to one if firms specialize in life or non-life. T-statistics appear in parentheses. a Panel A Regression results for the Second Non-Life and Life Insurance Directives. The Second Directive for Non-Life Insurance allowed insurance firms to have freer access to firms engaged in large risks. However, permission from the local country for mass risks may still be required as determined by the local country. The Second Directive for Life Insurance increased the leniency to insurance firms writing policies that were not actively sought (passive) while actively sought policies still required approval of the policy's terms and conditions by the local country.
Second The following variables had correlation coefficients exceeding 0.40 and statistically significant at the 5% level: RISK and DEBT, REG and REG-E, REG and REG-F, REG and SPEND, ROA and GROWTH, CR5 and MSF, CR% and REG-E, MSHARE and SIZE, GROWTH and MSF and REG-E and REG-F. c The following variables had correlation coefficients exceeding 0.40 and statistically significant at the 5% level: ROA and DEBT, MSHARE and RISK, REG and SPEND, CR5 and REG-F, GROWTH and REG-E, REG-E and REG-F. Panel B Regression results for the Third Non-Life and Life Insurance Directives. The Third Non-Life Directive allowed insurance firms to set up branch offices in foreign countries without permission of the local country. The country where the home-office is located is responsible for regulating the insurance firm. The Third Life Directive is similar to the Third Non-Life Directive. However, in addition to the freedom to open branches selling life insurance in foreign countries, the firms can also offer health and accident policies for main classes.
Third a ***, **, and * indicate significance at the 1%, 5%, and 10% level, respectively. d The following variables had correlation coefficients exceeding 0.40 and statistically significant at the 5% level: MSHARE and SIZE, GROWTH and REG, SPEND and REG, SPEND and REG-E, SPEND and REG-F, and REG-E and REG-F. e The following variables had correlation coefficients exceeding 0.40 and statistically significant at the 5% level: MSHARE and SIZE, ROA and RISK, REG and REG-E, REG and SPEND, GROWTH and REG-E, GROWTH and REG-F, and REG-F and REG-E.
